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Goal: To ensure our warfighters in the future have the 
weapons and equipment they need to prevail in a 
conflict quickly, decisively, and with minimal casualties. 
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Defense Industry Concerns with DoD Policies/Processes 
Wall Street Concerns with Defense Industry 


The Challenge Facing The Department of Defense 
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critical technology suppliers to provide best value solutions for 
America’s fighting forces and taxpayers. 
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recommendations, designed to ensure technological excellence, best 
value solutions, and the continuation of America’s military superiority. 



The State of the Traditional Defense Industrial Base 
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lower creait ratings. 

Market capitalizations of defense companies have suffered 
significant losses even beyond those of most other “old 
economy” companies. 
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Aerospace/Defense Financial Performance vs. S&P 
Industrials, 1975-1999 _ 

Over the past 25 years, Aerospace/Defense profit margins have been consistently low; however, 
ROE* appeared relatively strong until 1987. 
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The State of the Traditional Defense Industrial Base (cont.) 
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failed to successfully manage the rationalization process. 

The charts that follow illustrate the equity market reaction to the 
financial issues facing the defense industry. 


Increased M«&A Activity Resulted in High Leverage 



b Si 


§ ^ 

>K ^ 
SS 

Si 

^ I 


ss T 




^ C<J 

S S 


io ^ 

Si 

? iu 

g ^ 

8 ^ 


'*>- Cl 
o Co" 
O 

Cl s, 
.Co oi) 

^ s 

Si -ci 

•S Q 


O Co 
Co gi 

p ^ 

L) ^ 

rs ^ 

h .s 

§ ^ 
b 

Co ^ 

ss 

bH s 


-Si „kj 



Debt Debt/Market Value 





















Aerospace/Defense Stock Price vs. S«&P Industrial 
Average, 1975-1999 

Aerospace/Defense stocks slightly under-performed the Industrial average until 1995. 



Source: S&P, Dow Jones, ISA Analysis 




Comparison of Aerospace Market Valuation to Top 25 
U.S. Comnanies - End of CY 1999 



AEROSPACE includes: the total capitalization of Boeing, Honeywell, UTC, General Dynamies, 
Textron, Eoekheed Martin, Raytheon, TRW, Northrop Grumman and Eitton Industries. 









The State of the Traditional Defense Industrial Base (cont.) 
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Following Chart Illustrates The Workforce Age Concern 




Average Space Industry Science & Engineerin 
Workforce Aee Distribution 



Source: Booz, Allen, Hamilton (1999) 
































The State of the Traditional Defense Industrial Base (cont.) 
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Many defense companies seek to reduce their reliance on defei 
Lockheed Martin on Telecom, Boeing on Space/Telecom, and 
GD on Commercial Air. 


Companies Exiting the Direct Defense Market 



eminent rules cause other technology rich companies (e.g. HP, 
) to decline to participate in critical research and development 
irojects, though they will selljCommercial products to DoD. 






Why Companies are Leaving the Direct Defense Market 
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Source: Senior Executive of a company that exited the defense market 
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Unless the DoD acquisition leadership considers the impact of its 
strategies early in major programs, the result could well result in sharply 
reduced future competition at both the prime and supplier levels. 



Task Force Findings (cont.) 
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important to the long-term health, competitiveness, and growth 
of the defense industry. 



Task Force Findings (cont.) 


iti ^ 

(D 

O o 

?-( cd 
Qi 

a g 

O 

» r-H ^ 

o 

3, ^ 

^ O 

a 


(D -S 

s ^ 

4-» ^ 

CO 

‘ZJ 

5^ fe 

S > 

O cd 


CO Q 5^ 

•a « 

Q ^ S 

9 ^ ^ 

7i 

•2 

G •’—' 

^ (D ..—v 

. ^ >^ 
CO <D 1:3 
G -G ^ 
O ^ G 

:a ^ I 

O G 

CO C .13 

>> .2 oj 


dJ 

CO 

n 

o 


c 

G 

• t-H 


CD 

GO 



;-( 

'o 

;-( 

• ^ 

(U 


’(— > 


G 


G 


G 

(D 

Th 

(D 

G 

o 

+-> 
G 

cd 


g 

> 

(U 

GO 

O 
^— > 


(D 

> 

o 

G 

;-( 


• 

(D 

GO 

oo 

G 

• 

O 

?-i 

G3 

• ?-H 

G 

G 

-(— > 

cd 

• 


o 

•_ri CO 

•G ^ 

^ CO 

^ -G 

'S ^ 
S 

Cu ^ 

G G 

2 S 

o ^ 

CO ?-( 

S 'S 

'*—' G 
CO O 

G 

O G. 
O G 

^ (1> 

3 ^ 
^ '53 

•- E 

(D <1> 
p G^ 

^ _L^ 


« ^ 
S ^ 

G S 
Q G 


.G CO 
(D 

(U nJ 

Gi '.^3 

(D § 

Q 8 


8 •“ S 

S c I 

(D G 2 

o g > 

S c2 bX) 


"G 
P G 


G ^ 

« a> 

O ^ 

^ <D 
^ Gb 
(D ^ 

> ^ 

- ^ 

GO GO G 

G G G 

G "G ^ 

s s -S 

a. - 

^ CO O 
O ?-H 

(D ^ G 
-G ^ 

=^ s s 

>; 5 a> 
±3 P Gh 
•G G 

G CD c^ 

i-s J 

§ i 

G G 

GO .G 


^ q 

n G W 

^ Gh 
a> Gh 
fH G a> 
G ^ 

G S ^ 
.G ^ 

>% Q S 

•G O 
> Q G. 

• ^-H • ^-H 

S .S 2 

h ct^ 'U 

CO O G 

■P ^ 

^ G ^ 

O >-v 


B ^ 

G CO 
p QJ 


G. G 
G. ^ 


CD 

;-! 

(D 

CO 

;-i 

(D 

> 

l> 

G 

O 

GO 

G 

• 1-H 

• 1-H 
> 
G 

G 

+-» 

O 

• 1—( 
+-< 
CD 

GO 

G 

OD 

CO 

G 

G 

cd 

CD 

G 

H 

G 

<a 

cd 

G 

CD 

• 1—( 
G 
H 


> <D 

■p CO 

X3 5_r 

CO p 


limited understanding of the financial dynamics driving the defense 
industry or how their actions impact the industrial base. 
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retain quality personnel. 
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2) Discourages the imposition of mandatory cost-sharing in R&D 
unless a compelling business case indicates otherwise. 

3) Uses incentives to drive positive performance, allowing excellent 
performance to yield significantly higher profit margins. 
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process in major prime contracts and take action as necessary. 

2) Separately fund R&D on key components and sub-systems that are 
not an integral part of a major system 
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on risky development contracts that in essence convert them to fixed 
price contracts (may require descoping requirements or fully funding 
programs). 
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1) Should reduce costs and/or enhance performance. 

2) Should enable defense industry to earn profits more comparable to 
other industrial companies. 
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. Explore alternatives for to assist industry in financing 
rationalization within-Ae defense sector. 
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. Focus export controls on only the most 
(e.g. DoD’s “Crown Jewels.”) 


Concluding Thoughts/Suggestions 
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ensure our fighting forces will continue to win 
quickly, decisively and with minimal casualties. 






Industry Concerns With 

DoD Policies/Regulations/Practices 
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- Limited sharing of savings from rationalization/cost cutting. 
Eroding cash flow while Wall Street focuses on cash. 

- Cash flow erosion due to earlier changes in progress payments and 
tax laws. 

- Payment process problems exacerbate cash flow problems. 


Progress Payment Rates Indexed to Loan Rates 



Actual Progress Payment Rate ^ Short Term Rates 
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Wall Street Concerns with Defense Industry 

• Equity markets no longer support the aerospace “business 
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defense companies outperformed the S&P 500. 

- Multiples today are low even for industrial companies. 


Wall Street Concerns with Defense Industry 

• Depending on their business model, companies get support from the 
investment community for one or more of the following reasons: 
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Diversified Aerospace/Defense companies have outperformed 
both pure-play companies and the S&P index 




: Aerosnace/Defense vs. S«&P 
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